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SOME OBSERVATIONS UPON PUBLIC REGULATION 
OF WATER WORKSi 

By Leonard Metcalf 

Public utility activity did not begin until after the middle of the 
last centtu-y — ^in the water works field early in the eighties; in the 
electrical, gas and telephone fields in the early nineties; and in the 
railroad field at an earlier time, though the greatest expansion has 
occurred therein since 1890. 

This rapid expansion necessitated a change in the earlier policy 
of building betterments in considerable measure out of the earn- 
ings of the corporation, to the present method of building from the 
proceeds of large bond issues, which throw the burden of payment 
in greater degree upon the future users of the service than did the 
earlier practice. This change brought about serious abuses in 
the obtaining of franchises and over-capitalization of corporate 
property, during the first decade of this century. The natural 
result followed in an attempt to control the activities of the cor- 
poration, evidenced by the estabHshment of the Wisconsin rail- 
road commission in 1905, the New York public service conunission 
in 1907, the California commission in 1911, and the Pennsylvania 
commission in 1913, the Indiana pubUc utilities commission in 1913, 
although the Massachusetts commission had been in operation for 
many years before the establishment of any of these. 

There followed a period of corporation baiting and the passage 
of many laws making the operation of the corporations, and more 
particidarly the maintenance of good efficiency and esprit de corps, 
very difficult to them. The railroads particularly have continued 
to suffer acutely, as evidenced by the statement last year of Mr. 
Howard Elliott, formerly president of the Northern Pacific Rail- 
road, now chairman of the board of directors of the New York, 
New Haven & Hartford Railroad before the annual meeting of the 
Chambers of Commerce of the United States: 

' Presented before the joint convention of the Iowa and Illinois Sections 
at Moline, Illinois, October 11, 1916. 
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Whatever the reasons for the malady of the railroads, two facts stand out 
prominently in the history of the railroads of the United States for the year 
1915; one is that less mileage was built in that year than in any year since 
1864. There have been only three years since 1848 that there was a smaller 
mileage of new railway constructed than in 1915. The other fact has to do 
with the amount of railway mileage in the hands of receivers in 1915. With 
only one exception, 1893, was the mileage that entered into the hands of re- 
ceivers larger than last year and 1893 was a panic year, 

and this was in spite of the good crops of recent years and great 
activity in certain sections of the country due to war orders. 

Further evidence of these influences is to be found in the recent 
advocacy by President Wilson, and enactment by Congress, of 
the Adamson railway bill, granting ten hours pay for eight hours 
work to railway engineers, conductors and others, subject to re- 
view hereafter by a commission appointed by the president, and to 
the possible increase in rates if economies to be effected by the rail- 
roads shall not otherwise offset this arbitrary increase in operating 
expenses. 

Similar experience has developed in the Far West, in the East 
and Middle West. There are many similar examples which are 
known to you and to which, therefore, no reference is made. 

But today there are already evidences of better conditions and 
that the pendulum is swinging again toward its middle position. 
The management of our great pubUc utilities is cleaner and better 
for the agitation. The rights of the public are today recognized 
quite as clearly as are those of the corporation, indeed a spirit of 
toleration and effort to court the favor of the public has been de- 
veloped on the part of the corporations, probably to a greater de- 
gree, than on the part of the public service commissioners and the 
pubUc, for it is an imfortunate fact that some of the public repre- 
sentatives still appear to regard themselves as advocates of the pub- 
lic interest rather than as impartial judges — between the interests 
of the public and the corporation — and it is unfortunately still 
true, and is likely to continue to be true under American political 
conditions, that poUtical pressure is felt by the commissions as well 
as by the corporations. Here, too, conditions are improved, how- 
ever, over those of a decade ago. 
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In the view that regulation by commission is probably the best 
solution of current issues between the corporations and the public, 
it may be of interest to review the present outlook, in its broader 
aspect, after a decade or more of commission control. 

PUBLIC CONTROL 

What do we mean by control of the public utihties by public 
service conunission? The effort to so regulate the conditions of 
service and the financial return as to assure the public good service 
at fair price, and to the corporation a reasonable return upon the 
fair value of its property devoted to public use. 

This involves the determination by the controlling or regulating 
body of, first, the fair value of the property; and second, the eqxiit- 
able rate of return upon it commensurate with the hazard involved 
by the business. 

BASIS OF COMMISSION CONTROL 

The prescribed or existing conditions must be such as to attract 
capital to the rendering of these services, which the pubUc, for one 
reason or another, has not cared to undertake for itself. In this 
connection a clear distinction must be made between natural monopo- 
lies such as water works, electric or gas plants, and the competitive 
enterprises, such as the railroads. 

Two methods of operation are possible. First, the guaranteeing 
to the corporation of fair return upon its actual investment, with 
the lower rate of return commensurate with this guarantee; second, 
forcing the company to bear the hazard incident to the investment 
and giving to it a higher rate of return commensurate with this 
hazard and with the fair value of the property devoted to the serv- 
ice of the public. 

The higher courts have constantly adhered to the second principle, 
ruling that original cost was of significance but not necessarily of 
controlling importance; that reproduction cost as of date of valua- 
tion was of importance, particularly in the case of old properties, 
and that consideration should be given to the value of the securities, 
to the worth of the service to the consumer, and to any other mat- 
ters which might seem to have probative force in fixing value. 
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The controlling commissions have imfortunately not always fol- 
lowed the precedent of the courts, but have sometimes tended 
strongly toward the measurement of values practically by original 
cost, even excluding from the latter those elements of cost carried 
by the operating accoimt, regardless of the question as to whether 
a fair return was earned contemporaneously with the payment of 
these costs; have sometimes excluded certain elements of so-called 
increments of value recognized by the courts; and have attempted 
to make the corporation carry the burden of the hazard of the busi- 
ness on an allowed rate of return commensurate with an impUed 
guarantee, instead of with the actual hazards of the business. 

REGULATION VS. OPERATION BY PUBLIC UTILITY COMMISSION 

There has been ground for anxiety lest the commissions should 
go so far as to attempt to dictate policies rather than simply to 
control or limit the activities of the corporations, though in the 
main, the commissions have wisely limited themselves to the fimc- 
tions of a regulating body, upon the theory that it is safer to leave 
to the executive officers of the corporations, who are accountable 
not only to the owners of the property but also to the regulating 
commission, the determination of policies of operation; leaving the 
commission to sit in review upon the results obtained under them, 
rather than for the commission to determine those pohcies. If the 
commission is to dictate operating pohcies it must, in all fairness, 
assume full responsibiUty for them and reUeve the corporation man- 
agement of the hazard element involved, thus in effect guaranteeing 
revenue and operating conditions to the corporations, as would 
ultimately be necessary imder such a theory of pubUc administration. 

The public has clearly manifested its preference for regvlation 
by commission of corporately operated pubhc utility property, 
rather than public or commission operation of such pubhc utiUty 
properties, under the past and present conditions prevailing, and 
the future conditions Ukely to develop in the United States. 
Thoughtful observers see grave danger in the extension of the func- 
tions of the public service commmission to the determination of the 
details of operating pohcies and practices, as well as to the broad 
problems of character of service, fair return, and equitable distribu- 
tion of the burden of rates, unless the commission can be divorced 
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from politics and be given far greater financial support and unless 
the hazard of operation be assumed by the public, all of which will 
certainly involve a serious change in poUcy and a final cost of serv- 
ice to the pubUc Ukely to be substantiaUy greater than that under 
private operation and pubUc utiUty commission control of such 
properties. 

BEQUIREMENTS OP VALUATION 

The fair valuation of large properties, having diversity of inter- 
ests, is not a simple but a highly complex matter. It is dependent 
upon : 

1. Experience in the design, estimate of cost, construction, and 
operation of such properties. 

2. Imagination, tempered by judgment. 

3. Intellectual honesty and logical mental habits, the ability to 
determine causes and their effects, and the relative importance of 
different facts. 

4. EInowledge of men, ability to work with them, and to be able 
to draw out information. 

5. Technical knowledge and skill. 

6. Character and judicial temperament. 

Think for a moment of the steps in valuation of the property of 
pubUc utilities. The trained mind does not think in formulas 
but goes unconsciously straight to the heart of the matter; it deter- 
mines and faces the facts. If the facts be stubborn and do not 
fit pre-conceived theories, it reconstructs its theories but never 
blinks at the facts. Intellectual honesty and good morals demand 
this. 

First, the imagination is called into play, picturing the his- 
toric conditions and the probable present day conditions under 
which the works have been or might be built and developed, in ac- 
cord with available records of the past and the probable present 
conditions incident to the reproduction of the property. 

Then the inventory of the property is prepared, requiring extreme 
care and technical knowledge of design and methods of construction. 

Next the imit prices and overhead costs are appUed to the inven- 
toried quantities, involving thorough knowledge of cost, methods 
of construction, and careful study of local conditions and limita- 
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tions, if the valuation is to be fair and not purely academic. It is 
here that the evaluator is at the greatest disadvantage if he has not 
had breadth of actual experience in construction, for he is liable 
otherwise to seriously under-estimate the difficulties and hazards 
to be encountered, and the collateral or incidental costs involved, 
as every man who has had breadth of construction experience in 
large corporate works, or who, perchance, has built himself a house, 
appreciates fuU well. 

Then comes the much more difficult determination of the so-called 
"intangible," though real, elements of value, the franchise, water 
rights, cost of developing the business, and other similar elements: 
a study of the financial elements involved; and so the final deter- 
mination of fair value of the property and fair rate of return to be 
allowed upon it, in the light of all the pertinent facts. 

As the construction and building up of such properties involves 
the work and cooperation of the promoter, the financier, the engineer, 
and the operator, for the development of the highest efficiency and 
accomplishment of the best results, so the valuation of the property 
at a later day involves, on the part of the evaluator, the qualities 
heretofore mentioned, coupled with much hard work, discrimina- 
tion, open mindedness and judicial viewpoint. If the evaluator 
plays the roll of advocate instead of judge and limits himself al- 
ways to developing the viewpoint of one of the parties at issue, 
whether the public or the corporate, he is Ukely soon to acquire 
mental bias. At the upper end of the Une we have the true expert, 
or man of experience in the particular subject under discussion, who 
strives to develop the facts honestly and with open mind, and then 
to interpret them judicially. At the other end of the line, we have 
the equivocator, the smart Alec and the political trimmer. The 
former is a man of character, most valuable to the public; the latter 
a mere breeder of discontent and further trouble. 

Members of regulating commissions and their engineering staffs 
are open to the same dangers in the field of valuation as are finan- 
ciers, engineers, and operators, who testify for the public or for the 
corporation in valuation or rate proceediags. The external pres- 
sure brought to bear upon them politically, through the newspapers, 
or by individuals, is quite as dangerous as that of the officers or 
employees of the corporation, and the need of sturdy independence 
of character is equally essential. 
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Injustice done to the public or to the corporation does not end 
with the act of the commission, any more than with that of the cor- 
poration; economic conditions ultimately control, and the burden 
of tmfair restriction is most hkely, ultimately, to fall upon the shoul- 
ders of the puhUc, as it fairly shoiild, inasmuch as the pubUc is 
responsible for the character of the commission control. 

RBSXTLTS OP COMMISSION CONTROL 

The results of commission control reflect in general the attitude 
of the pubUc and the body politic, the breadth or narrowness of 
view, the experience or lack of experience, the force and independ- 
ence of character or yielding to expediency and poUtical pressure of 
the commissioners themselves, the frankness, candor and honesty 
of the corporation officials or the reverse. 

The commissions have in certain respects rendered very import- 
ant service; they have brought about a more wholesome publicity, 
have prevented the abuse of serious inflation of values, in some cases 
have tended to stabihze values and give greater security to property, 
and they have compelled a juster recognition by the corporation of 
its obUgations to the public; in some other respects they have not 
infrequently failed, to wit, in under-estima.ting the value of pubHc 
utiUty properties, in arrogating to the pubUc enhancements in value 
or elements of value granted to the corporation as well as to the 
individual by the highest court, and in prescribing or limiting rates 
to a return which shows no substantial margin of profit. When they 
have failed, it has generally been due to lack of breadth of experience 
and familiarity with such problems, but xmfortimately, also, some- 
times due perhaps to poUtical pressure or ambition and the playing 
of the r61e of pubUc advocate rather than that of judge. While 
the extenuating circumstances have often been great, the public 
responsibihty large, the results have been none the less injurious 
to or subversive of the highest and most efficient standard of serv- 
ice by the corporation. 

There can be no doubt that the intelUgent and fair-minded pub- 
lic is far more interested in having good, prompt, and up-to-date 
service at a price yielding a fair or even Uberal profit to the corpora- 
tion rendering it, than it is in the sUght reduction in cost of service 
to the pubUc which may mark the turning point between a fair and 
an adequate profit, or between profit and loss to the company. 
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Thus in the water works field who can doubt what would be the 
answer of the average man were he asked, "Would you rather have 
your present inadequate service or pay 20 cents per month more 
for your family service, which is equivalent to 40 cents more per 
capita per year for a thoroughly good service?" And yet this 20 
cents per month increase would mean 1 per cent more or less increase 
in annual revenue or return to the corporation and might well mark 
the difference between good credit and bad. Moreover it is to be 
noted that the corporation is twice penalized if the commission fails 
to permit adequate earnings, first, in the reduction of revenue and 
hence return upon the fair value of the property, and second, by its 
resulting inability to borrow money so closely to the market as 
when it is earning a return which shows profit, for the market exacts 
interest rates commensurate with hazard, and with the available 
protective margiu of earnings. Thus, for instance, the corporation 
may borrow money upon its bonds at a 5 per cent rate, if the bonds 
cover but one-half to two-thirds of its property value; at 6 per cent 
or more, if they cover three-fourths to seven-eighths of its value; 
and at yet higher rates, if the bonds equal the property value, or 
it may not be able to market its bonds at all under the latter condi- 
tions. The allowing of a fair margin of profit is not only necessary 
but advantageous to the public. 

It is the concensus of opinion that the commissions have rarely 
given tangible reward to superior management, that they have 
found no substitute for the incentive of extra profit and that they 
have too often limited or reduced the revenue upon the property 
to a retiu-n which shows no profit and no inducement to superior 
management, with the result of a declining service, a declining mar- 
ket value of the corporation's securities, or even of loss of market, 
and final iuabiUty to borrow at previous rates. Such conditions can- 
not be justified by any temporary saving in rates to the pubhc, or to 
the individual, for the ultimate cost of the service is actually increased 
by such drastic treatment and the day of reckoning always comes. 

No individual, no commission, no court can long dominate money 
rates. Economic conditions ultimately control, and the lowest 
rates follow the fairest and most stable conditions of service. 

The unfair claims by corporations of enormous franchise and in- 
tangible property values has brought its own reward, great shrink- 
age in these claimed-values. The investing public, as well as the 
court, has discounted these claims. 
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On the other hand, the failure of some of the commissions to give 
adequate recognition to the difference in value of the property 
loith established business as compared with one without it, and to 
permit rates of return showing profit as well as interest allowance, 
is also being discredited. The business man, the operator, and the 
financier, have always recognized this substantial enhancement in 
value of the property growing out of the developed business; the 
investor has always willingly paid for it; the highest court has 
long admitted it. Broadly speaking it is only the commissions that 
have failed to make adequate financial allowance for it. Moreover 
they have often failed to permit the earning of revenues which 
would show a return, including interest and profit. 

Examples of the evil results of unreasonable regulation are not 
lacking; note the present selling price of and return upon the stock 
of the Boston Elevated Railway, long under state commission con- 
trol, the stock of which has been issued and sold for many years 
past at rates prescribed by the commission, much of it above 125, 
now selling at below 80, and the corporation obliged to plead for 
higher return to enable it to borrow fimds necessary for extension 
and betterment of the property. 

The Denver Union Water Company, victorious in its recent rates 
suit before the federal coiu-t, which declared confiscatory the city 
ordinance reducing rates 20 per cent, which ordinance was based- 
presiunably upon the public utility commission's determination of 
the value of the property, which value was substantially doubled 
by the federal court. 

The Spring Valley Water Company suits of 1903 and 1905 won 
by the company, and those of the period of 1908-1916 recently 
concluded after ten months of nearly continuous trial, now await- 
ing the decision of the federal court for the District of Northern 
California. While this company was not imtil recently imder the 
jurisdiction of the California railroad commission its rates have been 
subject to annual review and determination by the city's representa- 
tive, the board of supervisors. 

With the Des Moines Water Company litigation and decision 
you are familiar. 

The Richmond decision of the Indiana conunission, subsequently 
revised by the commission itself, and the Terre Haute decision, both 
reducing the retiu-ns to a point adverse to public policy, as evidenced 
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by the commission's own subsequent action in raising the revenue 
first allowed by it to Richmond, on the one hand, and on the other 
the present difficulty in which the Terre Haute Company finds it- 
self financially in being unable to raise money for necessary construc- 
tion and being compelled to suspend the payment of dividends to 
raise the needed capital. You gentlemen know Dow R. Gwinn, 
president of the Terre Haute Water Works. Water works men and 
engineers the country over know and respect him. The commis- 
sion itself admits his good management and fair-minded point of 
view. Yet the commission has taken action which has seriously 
endangered the high character of the service which this corporation 
can render to the public. It is but fair to admit that the effect of 
the reduction ia rates by the commission was rendered more bur- 
densome by the contemporaneous change by the company from a 
flat rate to a meter basis of selling water. But this only gives fur- 
ther evidence of the hazard which the commission took in fixing 
too low a minimum monthly meter rate, an uimecessary hazard 
as the commission could have fixed a tentative monthly minimum 
rate, to make absolutely safe this transition from flat to metered 
service basis, reducing this minimum by progressive steps as the 
actual developments might have made possible. The control of 
the situation was and still is in the hands of the commission and 
therefore it may fairly be held responsible for the present deplorable 
situation. It is believed that the commission itself deeply regrets 
the situations which have developed both at Richmond and at 
Terre Haute, and these cases are specifically cited here merely to 
bring home the lesson that it is not to the advantf^e, indeed, it is 
to the distinct disadvantage, of the public to have the commission 
rule so closely in its decisions as to incur such hazards. The good 
faith of the commission is not here challenged, merely the wisdom 
of its action from a public point of view. 

Has not the reported "saving to the public" been derived at the 
expense of the character of service possible in the long run, and of 
fairness to the company? At least, the present financial standing 
of the company has been impaired and the attractiveness of invest- 
ment in such properties in Indiana reduced. Time will show whether 
the action is not more far-reaching and of greater import as a prob- 
lem in policy in control. It seems highly probable that a more 
liberal policy would have better served the public and the state. 
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The cost of litigation resulting from the commission's extreme 
action is also to be borne in mind, burdensome as it always is of 
necessity. The commission can not play the public advocate and 
then say that the corporations are safe in their hands. The action 
of the public at Denver, adjudged imfair by the federal coiut, has 
involved an imnecessary aggregate cost of upwards of $500,000 in 
expenses to the parties at issue. The San Francisco action probably 
cost $750,000. The expenses of inventory, valuation and litiga- 
tion rarely are less than $25,000, even in the smaller cities. Such 
large expenditures yield better returns in structures than in legal 
battles. Moreover it is very important to note that it is the public 
which ultimately has to pay these costs. As the federal court has 
said in a recent California water works rate decision, though the 
expenses of such suits be excluded in determining the question of 
confiscation, they have imfortunately been incurred so frequently 
of late that they must be given consideration in fixing the fair return. 
The fair return must be raised to accord with the increased hazard 
of having to contest such suits and to meet the costs involved. 
The judge was a man of broad experience as well as a fine jurist, 
and he knew that this was the view of the business world and of 
common sense. Therefore, the commissions should be prudent 
and conservative in action in the public interest. 

THE BEMEDT 

On the part of the pubUc, better compensation, longer tenure of 
office and freedom from poUtical control of the Commissions and 
their staffs. 

On the part of the commissions, greater UberaUty in their deter- 
minations of value and the fair rate of return, a return which will 
in fact recognize the necessity of giving profit as well as more inter- 
est upon investment, and which shall encourage and offer sub- 
stantial inducement to and adequate compensation for superior 
management: conservatism in applying new rate schedules, making 
the changes step by step, and fixing sage tentative minimum monthly 
meter rates for the transition from flat to metered rate basis of 
selling water, lest the prescribed rates fail to yield the reduced re- 
tm-n fixed by the commission: and finally a sound and fearless stand 
on the use of meters to their economic limit. 



PUBLIC REGULATION OP WATER WORKS 57 

On the part of the corporations candor and frankness in their 
relations with the commissions, more careful accovmting and record 
of property and costs. 

Take the commissions into your confidence, rather than hold them 
at arm's length. Be reasonable and recognize the difficulties of 
their position and that of their staffs. Play fair and let the facts 
prove your case, and then fight for fair treatment, if injustice 
be done. Under such conditions only, possible though difficult of 
attaiament, can a permanent solution of vexatious present prob- 
lems be reached. 



